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Three Questions with the Financial Crime
Expert Leading Kalshi’s Insider Trading

Crackdown

Boards should look at prediction markets’ risk with other SEC developments, such

as stock tokenization
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The insider trading charges brought against a Google employee last month for

profiting off bets allegedly made with nonpublic information on a prediction
market may have raised the stakes for directors’ oversight obligations.

Only a small handful of public companies currently include prediction markets in

their insider trading policies. As these betting platforms expand, some lawyers and

D&O insurance experts believe boards should consider updates.

Polymarket and Kalshi, two of the most
prominent prediction markets, have taken
different approaches to monitoring insider
trading.

The first two major insider trading cases
related to prediction markets stemmed
Polymarket, which is based in Panama. These
cases include the indictment against Google
software engineer Michele Spagnulo, whom
prosecutors say made $1.2 million on
Polymarket based on nonpublic information,
and Gannon Ken Van Dyke, a U.S. Army soldier
who allegedly made $400,000 on Polymarket
through bets placed over the military
operation to capture Nicolas Maduro in
Venezuela.

Kalshi is based in the U.S. and has announced
safeguards in response to insider trading
concerns, including the roll-out on June 9 of
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employment verification for markets with heightened manipulation risks as well as
the formation of a team to monitor insider trading on the platform.

This area is expanding quickly, and so too is the potential risk to board directors.
Agenda spoke with Daniel Taylor, the director of the Wharton Forensic Analytics
Lab at the University of Pennsylvania who was tapped by Kalshi in February to help
spearhead its approach to insider trading risk.

This interview has been lightly edited for clarity and length.

Nick Muscavage, Senior Reporter: Could board directors and executives face
liability for company employees using material nonpublic information to bet on
prediction markets?

Daniel Taylor: The extent to which someone can monetize material nonpublic
information has been expanded.

Right now, prediction markets haven't reached their final stage of evolution. In the
next couple of years, two things are going to happen. First, you're going to see
company stock get tokenized and listed on the blockchain. So this is what the SEC is
talking about now, tokenizing company stock. That's going to occur simultaneously
with prediction markets potentially listing more equity-based contracts. For
example, a contract on what the valuation of SpaceX's IPO is going to be. A contract
on what Sweetgreen's gross profit margin is going to be. A contract on the number
of Doordash deliveries in Q1.

All of these, or variations of these, are already listed contracts on prediction
markets. A company right now is accustomed to looking at the trading of its
employees and of its associates in the stock market. The sense of derivative markets
is going to expand to incorporate blockchain and prediction markets.

If there'll be greater potential for insider trading, that means there's greater
potential — maybe not liability for the company — but the company may have
additional legal and compliance costs.

In the recently indicted case of the

Google employee who allegedly traded
“The extent to which on prediction markets about Google
search, Google had to incur some costs

someone can monetize s . ) )
in discussing things with the

material nonpublic Department of Justice and the CFTC,
information has been and potentially the FBL

7
expanded. Those are costs incurred to Google. And
Daniel Taylor there's obviously negative press
University of Pennsylvania associated with a Google employee

engaged in alleged insider trading.
You're starting to see it a little bit, but
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you're going to see a trickle-down effect to the cost borne by issuers. And to the
extent that those costs then get passed on to the issuer's insurance providers, that's
one channel where you might see insurance providers start to ask companies about

their controls regarding prediction markets and employee trading on the
blockchain.

If you're an officer or director, there are reporting requirements when you have to
report changes in your economic exposure to the company, whether that's puts or
calls or equity ownership or prepaid variable forward contracts. And so, it's
interesting to think about, as the contracts and the tokenization of securities
occurs, how that translates into [SEC] reporting requirements for officers and
directors who trade in these instruments.

And then, of course, that'll trigger direct liability.

Muscavage: What can boards of directors do to mitigate insider trading risks related
to prediction markets?

Taylor: [Banning prediction market trades on company information] has to be
explicit inside the insider trading policy. Like, 'Here's what misappropriation means.
Here is the information you're going to get access to. You're not allowed to take that
information and trade on it

That may mean you're not allowed
to trade on equity markets. It may
also mean that you're not allowed to
trade on that information in
prediction markets. It doesn't
necessarily mean a blanket ban on
prediction markets. Maybe you
want to trade on whether Trump's
cabinet secretary gets fired. But it
means hot using company
information to trade on prediction

Screens displaying the logo and home page
of U.S.-based prediction market platform

markets. Kalshi

Many prediction markets now list

contracts based on earnings targets,

revenue targets, deliveries, gross margin, and those are common financial numbers
that the C-suite, the board of directors will have access to, the CFO's office, the chief
accounting officer's office will have access to. For those companies that have those
sorts of contracts listed on prediction markets, [boards] need to think about
extending their trading policies to limit trading on those contracts.

Muscavage: What's the difference between Kalshi and Polymarket?
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Taylor: First, Polymarket is offshore and Kalshi is onshore. That means Kalshi is
CFTC regulated. Polymarket is not. Polymarket is entirely crypto native, so they do
not accept U.S. dollars — you have to have a crypto wallet and deposit some crypto.
And Kalshi is plugged into the U. S. banking system. So you deposit on Kalshi just
like you would on Charles Schwab.

Kalshi has to follow KYC — know your customer protocols — and have anti-money
laundering controls. Polymarket does not. It's like saying you have an exchange
based out of China or Russia or Nigeria. Polymarket is an offshore non-U.S
exchange, so it does not have to comply with U. S. requirements. Those two attract
different customers, as you might expect. Those are very different business models.

There are three levels of enforcement [for prediction markets]. There is the DOJ, just
like in equity markets. There is the CFTC. They're playing, let's say, the role of the
SEC, except it's just a swap. It's a future. And then the third layer, which is novel, is
Kalshi as an exchange itself. It has in its terms of use that you cannot trade on
material nonpublic information, and they are enforcing that policy themselves
directly by policing the exchange.

Kalshi is being proactive at banning users and at fining users more than 2x. It's just
like a normal investigative procedure that the SEC might have or that Finra might
have on stock exchanges, except it's the exchange doing it rather than U.S.
government authorities.
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